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P r e s s  Release 

Talk America (ticker: TALK, 
News Release - 13- lanuwy 

Talk America Raises F o u  

EBITDA Guidance Raised to 
Local Line Count Expecred to  be-at Top 'End of  Guidance 
Revenue Expected to be Within Guidance 
Shareholders' Equity Expectzd to be Between $20 and $25 
Million 

RESTON, Va;--(BUSINESS W I R E ) - - J a n u a w -  13, 2003-- - 
Talk America (NASDAQ: TALK), an integrated communications 
provider, said today that, based on preliminary financial 
results, i t  expects fourth quarter EBITDA to be in the range of  
$16 - - $ l 8  million (excluding the benefit of certain positive one- 
time events), exceeding prior guidance of $14 - $16 million. I n  
addition, the Company expects billed local lines to be at  the top 
end of its prior guidance of 315,000 - 330,000 lines, bundled 
revenues to be wlthin the prior guidance of $48 - $53 million 
and long distance revenues to be within the prior guidance of 
$27 - $32 million. 

The Company expects to record a non-cash deferred income 
tax benefit in the fourth quarter 2002 in connection with the 
reversal of a deferred taxvaluation allowance o f  approximately 
$20 million. As a result o f  this benefit, together with the gain 
resulting from the previously announced restructuring of the 
8% Convertible Notes and income from operations, the 
Company expects to have positive net worth of between $20 
and 525.million as of December 31, 2002. I n  addition, the 
Company's cash balance at  December 31, 20.02 was 
approximately $33 million. 

The Company is scheduled to announce fourth quarter 2002 
operating results after the market closes on Tuesday, February 
4, 2003. Talk America Senior Management will host a 
conference call to discuss the quarter a t  5:OO p.m. ET on 
Tuesday, February 4, 2003. The call can be accessed by dialing 
the following: US 800-621-5340, International 212-748-2718. 
A replay of  the call will be available through 7:OO p.m. ET on 
February 11, 2003 by dialing the following: US 800-633-8284, 
International 402-977-9140. The reservation number for the 
replay is 21107626. 

- 

- 

Additionally, a live web simulcast of the conference call will be 



a v a i I a b I e c, n I i ne at ~ N W W ,  ta i k . co n and w ww . s tree tev e n ts. co m. 

About Talk America 
Talk A.merica is an integmted communications provider 
marketing a bundle of local and long distance sewices to 
residential-and small business customers utilizing its 

~ pioprietary "real-time" online billing- and customer service ~ 

platform. Talk America has added local service to its offerings, 
after ten years as a long distance provider. The Company 
delivers value in the form of savings, simplicity and quality - 
service to its customers based-on the efficiency o f  its low-cost, 
nationwide network and the effectiveness of its systems that 
interface electronically with the aell Qperating Companies. For 

www.talk.com.. - 

Please  note: Certain of the statements contained hcrein may 
be considered forward-looking statements within the meaning 
o f  Section 27A of  the Securities Act of 1933 and Section 21E o f  
the Securities Exchange Act of  1934. Such. Statements are 
identified by the use o f  forward-looking words or phrases, - 

including, but not limited to, "estimaes," "expects," 
"expected," "anticipates," "anticipated," and "targets". These 
forward-looking statements are based on the Company's 
current expectations. Although the Company believes that the 
expectations reflected in such forward-looking statements are 
reasonable, there can be no assurance that such expectations 
will prove to have been correct. Forward-looking statements 
involve risks and uncertainties and the Company's actual 
results could differ materially from the 'Company's 
expectations. I n  addition to those factors discussed in the 
foregoing, important factors that could cause such actual 
results to differ materially include, among others, increased 
price competition for long distance and local services,- failure of 
the marketing o f  the bundle o f  local and long distance services 
and long distance services under its direct marketing channels 
and its agreements with its various marketing partners, failure 
to manage the nonpayment o f  the Company's bills to its 
customers for bundled and long distance services, attrition in 
the number o f  end users, failure or  difficulties in managing the 
Company's operations, including attracting and retaining 
qualified personnel, failure o f  the Company to be able to  
expand its active offering of local bundled services in a greater 
number o f  states, failure to provide timely and accurate billing 
information- to customers, failure of the Company to manage its 
collection management systems and credit controls for 
customers, interruption in the Company's network and 
information systems, failure of  the Company to provide 
adequate customer service, and changes in government policy, 
regulation and enforcement and adverse judicial interpretations 
and rulings relating to regulations and enforcement. 

For a discussion o f  such risks and uncertainties, which could 
cause actual results to differ from those contained in' the-  
forward-looking statements, see the discussions contained in 

- - 

- - 

-1 further information, visit the Company online at: 

- 

- 

- 

- 

- 
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Annual ? e ? o c  3n Tgrm 10-i< for the year-endea December 
31, 20C1, as anendec oy its Form iO-i( /A filed April 12, 2002 
and Form IO-Q for n e  q u a m ?  enaed September 30, 2002 and 
any subsequert fiiinqs. The Company undertakes no ooligation 
to uodat?  11s for.,vard-looking statements. 

Contact:- 
Talk America 
David G. Zahka 
Chief Finanaal Oiiicer 

dza hka@ tal k.com 
www. tal k.com 

- 215-862-6849 ( t )  

- 
- 

- 

TALK.cam Holding Carp is changing its name to Talk Amenca; Inc. Therefore. in certain jurisdictions sewice is provided by  Talk.com Holding - 
c o p -  

- 
All trademarks. sewice marks. copynghts and other matenals on this site are owned by Talk Arnenca. Inc and. unless otherwise indicated, may 

not be used, reproduced or distnbuted in any manner without Talk Amenca. Inc s express wntten consent 

Sarvice in Alabama. Mississippi. Georgia. Tennessee and certain other junsdictmns IS provided by TALK.com Holding Carp and Access One 
Communications. Carp 

On Febt-uapl 1st. 2002. the FCC Universal Service Fund (USF) fee increases to 11 5%. This increase is consistent with the industry standard set 
by AT&T 
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TXiUVSACTXCN 3ZPCRT PrJRSUANT TO SZCTICN 13 CR 13 0 )  OF 
TXE SECJRiTI2.S -dC:dXGZ .ACT CF 1934 

FOR F I E  TXWSITICN ?EsZCD XCM T3 --- --- 

CCMMISSICN PILE W B E X  0 - 26723  

T-ILK. .AMERICA -kIOLSTNGS, :NC 
(Lxact name of registrant as specrfzd in its charter1 

- 

12020  S-SE VALLEY D R Z V S ,  SUITE 2 5 0 ,  ESTSN, 'JTXGIGTNTA - 2 0 1 9 1  
(Address of pr.-nci@al executive of2icesl (Zip Code) 

( 7 0 3 1  391-7500  
(Xegistranc's -telephone iumer. including area code) 

DEWWARE 
(State of izc3rJoratiod 

23-2827736  - 
(1.2.3. ZmGioyer ldeatrficacion No.) - 

-Indicate by check maik whether the registract (11 has f i l e d  a11 reports required to be filed by Section 13 
or -15(dI. of the Securities Zxchange Act of 1934  duzing the ?receding 1 2  months (or f o r  such shortrz period 
that the regisc:ant was required io file such reporrs), and (21. has Seen subject to such filing requi:ements 
f o r  the gast 30 days. 

hdicace the number of ihares outscanding of each of the rssue:'s classes 
of common stock, as of che iatsst aractrcsble date 

2 7 , 2 9 6 , 1 6 6  shares of Common Stock, gar value of $0 01 ?e: share, were 
issued and outscmding as of NovemDer 1, 2 0 0 2 .  



Consol:darad 3alance SheP-cs - Septamber 30, 2002 
(ucaudited) and Deceker 31, 2 0 0 :  

- 
consolidated S:acemencs 3f Casn Flows - Size Yontns 3nded 
September 30, 2002 a d  2 0 0 1  (iL?audiiad) 

N O C ~ S  to Consolidated ?izar.cial Statements (unaudited) 

Item-2. Nanagement's Discussion and Analysis  Jf 
Iicaccial Condition and 2esults of C?eracions 

I t e m  3 .  Quantitative and QUali:aCi7e Disciosure .AbouC Market Xisk 

I t e m  4 .  Controls and Procadurss . 

EART I1 - BTEIEX-- INFORMATI3N: 

Itern 2. Changes i n  Securities 

I t e m  6. Fahibits acd Reports on Form 8 - R  

- 

( a )  Zxhibits 
( b )  nepor ts  on Corm 8-ic 

2 

5 

1 4  

27 

27 

2 8  
2 8  
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- 
S 236.253 . j 3 9 0 , 5 6 3  Sales 

3scs and expenses 
Vecmrk and 1-ne coscs 
General and admmiscracive r q e n s e s  
?=ov~sion for doubcfui accouncs 
Sales and markecing expenses 
9eprec;acion and amorzzzac-on 
I.mas-?nenc and rest -xccuring charges 

:oca1 coscs and s w e n s e s  

Operac-ng income ilossl 
Ocner income (expensel . 

- Inceresc income 
- Inceresc expense 

Other. nec - 

15,753 

299 
( 2 . 5 6 8 )  

(1061 

Income :loss1 before jrov:sion f o r  income eaxes 
? r o v s i o n  f o r  income caxes 

Income ( loss1 before axtraordina-rf ga in  and m m u l a c - v a  

Zxcraordina,rf gain f r o m  extinguishments of denc 
i%mulacrve a f l a c c  oC an rccouncrng change 

5ffscc of an accouncing mange 

Nec income (Toss) 

Income i l o s s l  per  share  - Basic. 
Ixome i l o s s l  before excraordznary gain and 

e;mulac:ve e f f e c c  of an accounting change per shar? j Q 4 9  
Zxcraordinary g a i z  per  share - -- 
C9umulacive e f fecc  of an accounting change j e r  share _- 
Nec income iiassl per  share  

Weignced average common shares  aucscanding 

.:ncome ( l o s s )  per  share  - OiiuCed: 
Income ilossl before extraordinar{ qarn and 

ivmulacive e f fecc  of an gccounc-ng cnange per share 5 0 . 3 5  j ( 6 . 8 2 )  
3x:raordizaq g a m  p e r  share  -- 0 . 6 4  
Cumulative e f f e c t  of an accouncing change per share _- -- 

----------- ----------- 
Nec income ( l o s s )  p e r  share 5 0 i s  S ( 5 . 1 a )  

1111=1-1--= 11*-11=--11 

Wei$hced average common and common e-quivalanc 
shares oucxanding  29.5-7.- 2 5 . 2 4 7  

a 1 - 1 1 1 1 - - 1 1  1=.--11-=11 

See accompanying noces co zansolidacrd C-nancial sca:smencs. 

18,306 

1.088 
( 4 .  6441 
: 2 . 3 8 1 1  



X;laILITZZS WU PTOCX%OWERS ' ZCUITY :CEFICIT:  
Curzenc :iabrlic;ss. 

Xccouncs payable 
Sales. use and exc ise  :axes 
3eferred revenue .- 
r - ~ - - n c  r-- por:ion of :ony-ce-n debc 
4 5 %  Convertrbls sunordinaced noces due 2002 
Accrued cornpensacion 
Ot.ier currenc lrabilicirs 

$ 2 3 , 7 6 1  
LO, 178  
6.180 

1 5 ,  257 

5 .152  
6. 559 

- -_ 

Long-carm debc: 
Sensor credlc  f a c r l i c y  -- 
3 %  Cznvertlble i l oc -~s  due 2 0 1 1  :mcludes  fucure accFJed inceresc of 

$28,32$ and $10.382 aC Sepcambef-30, 2002 and December 31, 2 0 0 1 .  
respect ive 1 y l  53 ,102  

7 1 , 6 8 1  

accrued mceresc of j i , 2 8 1  ac Sepcember 10, 2002)  - 4 , 1 0 3  

1 2 %  Senior sllbordinaced nocas due 2007  
3 4  Csnversible senzar  subordinaced nocas due 2007 ' includes fucure 

4.5li.Convertible subordinaced notes due 2002 _ _  
670  

42 

139 ,598  

5 3  Conver:sble subordanaczd noces due 2004 
Other long-te-m debc 

-- - _ - _ _  -_ _- _- - 
Total  Long-carm debc 

Csmmi:aencs and concingencras 

Stoc.KiolCers' equicy (defici:) : 
?refer red  acock - S . 0 1  par value,  5 , 0 0 0 , 0 0 0  shares  auchorrzed: no snares 

Common stock - S.01 gar  value. 1 0 0 . 0 0 0 . 0 0 0  shares auchorired: 
27.254.911 and 2 7 , 1 5 0 , 9 0 7  shares  issued and oucscandmg ac  
Sepcember I O .  2002  and December 11, 2 0 0 1 ,  respect ively 

oucscanding . -_ 

273 
I S L , . ) ~ ~  Xdd::ional paid-Ln c a o i r a l  

. Xccumulaced dee ic ic  ! 1 3 4 . 9 1 8 )  -__-___-_--___ 
T o t a l  scockholders' s q u z c y  (def ic rc l  ;41.107) ~ --_--___ - -_--_ 

S 2 7 0 . 2 8 0  
1-*1111331111= 

See accompanying noces eo consolsiaced f inanc ia l  xacernencs. 

S 4 3 , 0 3 8  - 
3 . 1 3 9  

1 0 , 1 9 3  
LO, 544  - 

3 , 9 1 0  
1 , r o s  

'0,981 - 

37 .273  

1 2 , 3 0 0  

5 3 , 7 5 5  



2 0 0 2  
------------- 

Cas.x.fla~s ?=om operating a c t i ‘ r i r i e s  
Set -ncome ( l o s s )  - S- 3 0 , 9 2 5  

ation of net &-come ‘ l o s s )  to zet cash ?roviaed c y  
,used 13) operating activities 
?rsvision for doubtful accounts 3 , 9 9 8  
4epreciacion and amorzrzacion - 13,483 
:npai--.nezt and restructuring charges -- 
Cumulative effect of an accDun-tizg cn&:ge f o r  contingent reaempcions -- 
Lccraordinary gain .from restructuricg sf contingent redemptism -- 
Jrxealired loss on rxl-ease in fa-r Jalie of contingent radempticns -- 
Gain on legal settiemer.t (:, 681) 
Lass on sale and retirement of assets 205 
9tner non-cash charges 1 , 0 9 1  
Changes in assets and Iiaoilities 

Accounts receivaole, trade ( 5 , 9 7 9 )  
?repaid expenses and other current assets 393 
Other assets 
Accounts payable 

1 , 6 2 2  
(13,335) 

Oefarred revenue ( 3 , 7 1 3 )  
Sales, use and excise taxes - 2 , 1 3 9  
Cther Liabilities 1 . 0 0 8  

Net cash Srovided oy (used in) operatizg activities 3 5 , 1 5 6  

- 

------------- 
------------- 

Cash flows from investing activities: - 
Caprtal s-Genditures 
Capitalized software development costs 
.Acquulsition of intangibles 

Yet cash used in investing activities 

- 

Casn f l o w s  from finar.cir,g activities 
Papencs of oorrowings ( 4 , 1 7 0 )  
Paper.cs of convertible dent ( 6 , 2 7 9 )  
payments 3f capital lease ooligations ( 1 , 0 2 2 )  
aayments LT. connection with restructuring conticgent redemptions -- 
Exercise of stock options 96 __________-__ 

Bet cash used i n  financing activitres ( 1 1 , 3 7 5 )  
------------- 

Net izcrease (decrease) ia cash and cash equivalests 1 3 , 9 6 7  
Cash a d  cash equivalents, beginning of period 2 2 , 1 0 0  

------------- 
Cash and cash equivalents, end of period $ 4 1 , 0 6 7 -  

=======_a==== 

See accornpanyrzg notes to consolidated financial statamencs. 

$ 1 2 3 5 , 1 3 4 )  

7 9 , 4 3 7  
2 9 , 2 5 0  . 

1 7 1 , 1 7 4  
3 6 ,  837 

( 1 6 , 3 6 7 )  
2 , 3 7 ?  

116 
7 7  

-- 

( 6 8 , 2 0 0 )  
- (61) 

( 7 , 6 4 9 )  
5 2 9  - 

( 4 , 8 7 7 )  
6 8 9  

4 , 1 9 5  

( 8 ,  112)  
----------- 
---________ 

5 
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TSe consoliiaced f-izancLil scacments and ralacsd notes ikersto as of 
Septerncer 3 0 ,  21302 and f a r  the chzee and ?.ine sonths eded S e p t e m e r  30, 2002 

- and iegtemer 30, 2001 are presencdd as  maucizad buc in the opi-=ion of 
managemen: incLude all adjustments zecessary ts srzserit fair1y the information. 
set fzrth ckereii. The consolidated balacce sheet xfomation for Cecember 3 1 ,  
2001 was derr-red from the audited financial Stacemencs included in :he Csmpary's 
.=om L O - X ,  as ameided by i t s  Form LO-K/X filed Xprrl 12, 2002. These interim 
-rnar.cial statements should be r e a c  in conjun-ctisn with the Csmpany's .+ual 
?.epor: on ? o n  lo-& for the year ended Cecember 31, 2001, as  amended by its Form 
~ O - K / X  r ' i led April 12, 2002. TSe ixterrm. results aze zot zecessarrly icdicacive 
of the . ras t? l ;s -  for any future periods. Certain p r i o r  year a m m t s  have been 
reclassified to conform to the currenc year's presentation.. 

Effective October 15, 2002, the Company's stockholders ioproved a one-for-three reverse stock split of c:ie 
Company's common stock, decreasing che number of c3mmon shares auclorized from 300 million to 100 million. 
T'Ce reverse icock split has been reflected retroactively in the accompanyiag financial statements and notes 
c o r  a l l  periods ?resented and all applicable refsrances as to the number of common snares and ?er share 
ixformation, stock option data and market-prices have been restated to reflect this reverse stock sp l i c .  In 
addi;ion, stockiiolders' equity (deficit) has been-restaced retroactively for all periods ?resented f o r  the 
par value of the number of shares chat were eliminated as a 5esult of the reverse stock split: 

- 

- 

5 '  

-. 

- 

- -  

Future results of ooerations involve a numer of r i s k s  and uncertainties -?actors that could affect futura 
operatizg.resulcs ar.d cash flows and cause actual r?Sulci to vary materially f r o m  historical resulcs 
include, auc are zot limited to 

- The Company's business strategy with respect t3 bundled local and long 

- Failure to manage, or diEficultiss in aanagizg, the Company's growth 
and operations Includicg attracting and recaiainq qualified persorAel 
and ex9anding into new markets with competitive pricing and favorable 
gross margins 

- gependence on the availability and functionality of incumbeit local 
telephone companies' aecworks as they relate to the unbur.dled aetwork 
element platform 

overall competition within the telecommunications industq 
- Failure or icterruption in the Company's necmrk and tec:inology and 

information systems 
- Changes in government policy, regulation and enforcemenc and/or 

adverse judicial. inte-qretations and rulings related to regulation and 
enforcement - Failure of the marketing of the bundle of cie Company's local and long 
distance services under agreements with its direct markeciag channels 
acd it3 various marketing 9artzers and failure to successfully add new 
marketing partxers 

. distance - ierzices -may . not succeed 

- Inczeased price coqecition in local and lonq distance s e n i c e s  and 

- Inaoility to adapt to technological change 
- :-anility -.* to manage customer attrition 3r curzover and bad debt 

e-qense and to l,ower customer acquisition costs 
- Adverse change in the Company's relacionship x i th  its veidors or other 

thi:d ?arty carrie:s 
l a i l u r e  o r  bankzupccy of ocher telcccmmuications companies whom the 

- Xbil.i:y io- realize the full benefit of the net operating loss 
-Compny relies upon f o r  services and revePues 

caryjforrards on future taxable income generated by the Company- 

Xegacive developments in these areas could have 3 material effect on the 
Company's business, financial condition and results of opezacions. 

6 



;r. order  t o  csmplets  the S r a n s i t i o n a l  assessmect of gocdw:ll a i  requi red  by SEAS 1 4 2 ,  the  Company was 
required t o  betamizle  by Gune 3 0 ,  2 0 0 2 ,  :he f a i r  value of :he reporz:.?g w.~t a s s o c i a t e d  .with zhe goodwill 
arid c m p a r e  i: :a t h e  r e p o r t i c g  u n i t ' s  c a r r f i z g  a m o m t ,  rncludiag goodwil l .  To the  e x t e n t  a reoor t ing  u n i t ' s  

- c a r r y i i g  amount exceeded its f a i r  va lue ,  an i x i i c a t i o n  would have e x i s t e d  t h a t  the  r e p o r t i i g  ,= i t ' s  Soodwill 
assets-may be  impaired and the  Compariy muit j e r S o r n  :he second i c e ?  of t h e  c r a c s i t i o n a l  impai-Tent t e s t .  12 

t3.e secocd  s t e p ,  the  Company nus t  coware :::e implied f a i r  value of t h e  r e p o r t i z g  un i t ' s  goodwil l ,  
dete,?niaed by a l l o c a t i n g  che r e p o r t i n g  1ini:'s f a i r  value :o a l l  of iti a s s e t s  a n d . l i a b i l i t i e s  in a manner 
s i a i l a r  i o  a ~ p u r c h a s e  p r i c e  a l l o c a t i o n  La accordance .with SFAS 1 4 1 ,  "3us iness  Combinations," t o  its c a r r f i n g  
a m o u t ,  both of which 'would be measured as of the d a t a  af adoption. TSis secocd s t e p  is requi red  to be 
ccmplsced as soon as p o s s i b l e ,  but no later tjlaz. che end of 2002. Xny t z a n s i t i o n a l  impai,ment charge w i l l  be 
recogr.ized as che cumulative effect of a change 1.1 accow.tiig p r i n c i p l e  i n  t h e  Company's consol ida ted  
s ta tsment  of o p e r a t i o n s .  The Company compieted the  transizional assessment of goodwill and determined that 
che f a i r  value of the r e ? o r t i n g  unic  exceeds its car;yi?.g amoun t ,  thus goodwill is not considered impaired. 
Sizlce the  fair value -of t h e  r e p o r t i n g  ui i i t  exceeded t h e  car-?(ine amount under :he t r a n s i c i o n a l  assessment, 
the  Combany does m c  need t o  perform the  secocd s t e p  of the- t r a n s i t i o n a l  impairment t e s t .  The Company 
dete-Dined that it has one r e p o r t i n g  )unit -under.- :he g u i d a x e  of SEAS 1 4 2 .  The f a i r  va lue  w a s  determiled 
prima-ily using a discounted cash Plow approach and quoced market price of the  Company's stock. TSe amount 
of goodwill r e f l e c t e d  in  :he balance Sheet a s  of SeptembKr 30; 2 0 0 2  was 519.5 m i l l i o n .  The requi red  
i n g a i m e c t  t e s t s  of goodwil l  m y  r e s u l t  i n  f u t u r z  perrod ,wrice-downs. 

The following u n a u d i t e d - s r o  forma summary ? r e s e c t s  the adoption of S7.G 1 4 2  a s  of the  beginning of t h e  . 

periods presented t o  e l iminace t h e  amor t iza t ion  e e e n s e  recognized in those per iods  r e l a t e d  eo goodwill :ha: 
a r e  co longer  requi red  t o  be amort ized.  The p ro  forma amouncs for the  t h r e e  and nine monchs ended September 
30, 2001 do ilot include any write-downs of goodwill t h a t  could have r e s u l t e d  had t h e  Company adopted SFAS ~ 

I 4 2  as of the begi.z-.ing of t h e  per iods  presented and performed the  requi red  impairment t e s t  under t h i s  
i tazdard 

Yet income ( l o s s )  a i  repor ted  
Goodw -11 amort i za t Lon 

Adlusted ?,et income (loss). 

3aSiC income (loss) p e r  s h a r e :  
Net income ( l o s s )  a s  repor ted  per  snare  
Goodwill amortizatLon z e r  share  

Adlusted net  income (loss) per  snare  

Diluted income (lass1 G e r  share  
Net incsme ( l o s s 1  as repor ted  per  share  
Goodwill amor:;zation p e r  share  

Ad]ustad net  income ' l o s s )  p e r  snare  - 

?OR THE TARCE ,XCNTHS ZNDED 
SE?TCXBER 3 0 ,  

7 



1. . 

1.1 .:cgus: 2001, c.ie -7kar.c:aL xccoueciig itazdar<s-3oa:1 :,-sued Stateme-t of ?inanc:ai Accourrtiq stir.da==s 
!lo. L;j, "Accountir.g for 9bligat:ons Xssoc~azad u i z i  :?.e ?.ec:=2cner.t 9 f  Long-Lived Assets. SFAS 1 4 3  
asrajLiihes accountizg scacda?Ls f 3 r  'the rsc3~.: :~3n u d  qeasuriment sf an asset retiremezt obligati.cn and 
5 - 3  associated asset retizsment cost. I: also ?rsvides accou~:~ig pidaxe for legal obligations assoclat?< .*: -i - '  -x r5cbsme-n~ of zangible Long-li-ied assets. 57x3 1 4 3  LS efieczi-le in Ziical years oegii.,?ir.g after 

J)lr.e 1 5 .  2002, vi th eaily adoption ?e--mit:ed. The Company expects t h a t  cke ?revisions of SFAS 143 will not  -. - 
have a mat5rial eaect on Lcs consoLl5aced r e su l t s  cf operations o r  finaccial posicion upon adohtion. 

Zff*czi.re Ganuary 1, 2002, the Compahy adopted Statement of Finar-cial Xceounting Standards No. 144, 
"Accoccing :or the Impai-Tent or Disposal of Long-Lilred Assets. 'I SFAS 144 establishes a single accountigg 
model-. far ;he impai,Tent or disFosal of long-li-red assets, inclcding discontinued operations. SFXS 14.1 
superseded Statement of Financial Accounc:-~g Sta-ldazds So.  121, "Acc3uneir.q for the :m?ai-?nent of Long-L;ved 
Assets and for Long-Lived Assets to 3e Disposed Of," and A 2 3  Opinion So. 30. "Reporting .the 2esults of 
Cperacions - Xeporting the 2ffects of Disgosal of a Seqmezt of a 3usr~ess. and 2:ctraordinary, Unusual and 
rlf-~e.;uectLy.Occurricg Bvencs and Transactions.'i Adcy?tion of SFIS 1 4 4  has had no impact on the Company ls  
consolidated r e s u l c s  of operations or finaxial ?ositior.. 

Zffeczive L7anuaq 1, 2002, the Company also adopted Zmerging Issues Task Force (EITF) 01-09, "Accounting f o r  
consideration Given Sf a Vendor to a Customer o r  a Xeseller of the Vendor's Products." This issue presumes 
that consideration f rom a vendor io a customer or resellar of the vendor's products is a reduction of the  
sellingarices of the vendor's products and, therefore, shouid be characterized as a reduct.jon of revenue 
!when recoqnized in the vador's stacement of operations acd could lead to negative revenue under certain-- 
circumscances. Revenue- reduction is re-ired unless the consideration relates co a separate, identifiable 
bezefic and the benefit's fair value can be estab-lished. The adoption of t h i s  issue resulted ia a 
reclassification of approximately 5 7 . 3  million from sales and marketizg-eqecses to a reduction of net sales 
for tie nine months ended Seotzmber- 30. 2001 aczributtd t o  direct marketing promotion check campaigns. T3e 
adootion of EiTF 01-09 did a o t  have 3 material effect on cbe Company'i consoiidacad financial statements fs-r 
:,",e three months ended September 30, 2001 acd :he three ar.d nine months ended Scptember 30, 2002, as the 
Company did n o t  have any direct-marketizg ?rmccion check campaigns during these periods. 

I?. May 2002, the Financial Aocmnting Standards 3oard issued Statemect of Financial Accountiqg Standards M o .  
145, "Xescission of FXSa Statements No. 4, 44, and 64, Amezdment of ?AS3 Statements No. 13, and Tec-hical 
Correccions as of April 2002." SFAS 145- eliminates the rquirament io rapor: gains and losses from 
extinguishmer.t of dent as axtraordinarf items. Gaizs and losses from extinguishment of debt will n o w  be 
classilied as extraordinary items only if tkey neet the criteria of XP9 Opinion No. 30. Generally, SF.% 1 4 5  
is effective in fiscal years begiraing a f t e r  Hay 15, 2002. with early adoption encouraged. The Company will 
adcpc SFAS 145 effective January 1, 2003. The adoptron of SFAS 145 will result in a reclassification 9 r 3 m  
axtraordinaq gaizs (1osse.s) f r o m  the exriilguishmenc of debt  to ocher iicome (eqense). 

Zn j u l y  200~. t h e  Finaacial Accounting Standards. 3card issued Statement of Financ-ial Accounting Standards 
Y o .  145, "Accounting for Cost3 Associated r i t h  2xiE o r  Oisposal Accivicies." SFAS 145 requires :hat a 
liability F o r  a cost tha t  is associated jwiih an exit o r  disposal acti-rity be recognized when the liability 
is izcurred. SFAS 145 also establishes that fair value is the objective tor the initial measurement of the 
1iabi:i:y. SFAS 146 is effective for exzc or disposal  activities that ar? initiated after December 3 1 ,  2002 

. -  
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The .-.e'* 1 2 %  Noces accrue inceresc  at a raie 3f 1 2 b  ?er  :/ea= or. t k e  ? r r x i ? a l  amounc. aayable  -:YO times a - 
year sn  each Februarf 1 5  and Xugust 1 5 ,  5egi?-?ing or. Xugust I3, 2 0 0 2 .  :r.teresc is payabl? i n  cash ,  except - -.,at i t he  Company m a y ,  a t  its o p t i o n ,  ?a'( ug 1-3 one-chir2 sf che ;- - . .ceres~ iiue on any i a t s r e s c  pymer: dace 
:.',rough and i ic ludinG :he August 15 ,  2 0 0 4  i n t e r e s t  ?ayment dace ii addic iona l  1 2 %  N o t k .  The sew 3 %  Notes 
acc%e i n c s r e s t  a t  a race  of a %  p e r  year on che princ-rral amoun:, y y a b l s  two times a year on each ?ebnai?/ 
1 5  acd X u q s t  1 5 ,  beginning on August 15, 2 0 0 2  and arp conver t ib le .  a t  the opt ion  of the  holder ,  i n t o  ccmmon 
stock a t  515.00 per  share. The 129- ar.d 3 %  N o t a s a r e  redeemable aC any t i m e  a: che o p t i o n  of t h e  Csmpany ac  
p a r  value ? I u s  accrued i n t e r e s t  t o  the redempcian dati, altkough the  ACL 2estruc:urizg Agreement restricts 
t h e  Compai ly 's  a b i l i t y  CCI redeem the  12% and 3% Waces !see Sote 3 ) .  12 addic ion ,  
t3 make mandaeoq redemption payrnezcs t o  repuzchase :ne new S O C Z S  o r  the 5 %  Notes in cSe case -of a change of 
concrol of the C o m u a n y  o r  t o  repurchase the s o t e s  an the  r e m i n a t i o n  of crading of t h e  Csmpany-s common 
stock on a n a t i o n a l  s e c u r i t i e s  excha~ge o r  e s t a b i i i h e d  aucsmaced over- the-counter  t r a d i n g  market. 

In accordance with STAS No. 1 5 ,  "Accounting Jy Cebtars and C r i d i t o r s  for Tzoublad Debt 2 e s t A u c t u r i n g s , "  the 
excl?ange of ihe  4 1/25 Notes i n to  5 5 3 . 2  m i l l i o n  of the  125 Noces and $ 2 . 3  m i l l i o n  of t h e  9 %  Notes i s  
accounced for as a t roubled  debt  r e s t n c t ~ r i n g .  S i m e  the  t o c a l  l i a b i l i t y  of S57:4 m i l l i o n  1$57;9 m i l l i o n  of 
p r i n c i p a l  as of the  exchange date, l e s s  cash gayments of $ 0 . 5  mi l l ion)  is l e s s  .than the  f u t u r e  cash flows co 

mi l l ion  of f u t u r e  i n t e r e s t  e e e n s e ) ,  the l i a b i l i t y  remained on ?he balance shee t  a t  $57.4 m i l l i o n  as 
long-teL?n debt .  The d i f f e r e n c e  of $ 1 . 4  mi l l ion  between s r i n c i p a l  and the carTfing amount is b e i i g  recognized 
a s  a reduct ion of i n t e r e s t  expense over  t he  l i f e  of the  2ew n c c e s .  

- 

the  Company is s o t  recpi reh  

- holders  of as Notes and 125 Notes of j91 .5  mi i l ion  ( r q r e s e n t i n g  the  S S & O  m i l l i o n  of p r i n c i ? a l  and $35.5 

NCTC 3 .  .AGL AG2CEMENTS 

3r. September 1 9 ,  2001, t h e  Company r e s t r u c t u r e d  i ts  f i z a n c i a l  ob l igac ions  with >merica Onlile. I n c .  ( " A C L " )  
t h a t  azose under t he  Investment Agreement en tered  i i t o  on ;anuary 5 ,  1999  and a l s o  ended i t s  marketing 
re lacronshis  rwich XIL e f f e c t i v e  Septamber 3 0 ,  2 0 0 1  ( c o l l e c t i y e l y  the  "AOL Res t ruc tur ing")  . In connection 
,dith the ACL Res t ruc tur ing ,  the  Company and XCL en tered  izto a Xestructur ing and Note Agreement 
( " 3 e s t m c t u r i r . g  Agreement") pursuant  io which :he Company issued t o  ACL Si4.d m i l l i o n  p r i n c i 2 a l  amount of 
ics 3 %  secured c o n v e r t i b l e  notes  due Sepcerrioer 2 0 1 1  ( " 2 0 1 1  Convert ibis  Wotes") and 1,025,204 a d d i t i o n a l  
shares  of the  Company's common s t o c k .  

?ursuarc t o  the  Rest-ucturing Agreement, ii exchar.ge for and i n  c a n c e l l a t i o n  of the Carnoany's warrants  t o  
purchase 9 0 7 , 3 2 9  shares of t h e  common stock ar.d the-Company's re laced  o b l i g a t i o n s  under t h e  k v e s t m e n t  
X5rsenrer.t t o  repurchase such warzants f r o m  ACL, t i e  Company i ssued  the  1 , 0 2 6 , 2 0 9  a d d i t i o n a l  shares of i t s  
common s t a c k  t o  XOL, after which XCL holds a t o m 1  st 2 , 4 0 0 , 0 0 0  shares  of common s t o c k .  The Company agreed 
t o  3rovide c e r t a i n  r e g i s t r a t i o n  r ighcs  eo ACL i x  connection wirh the shares af  commor~stsck i ssued  t o  i t  by 
the  Company. 

The Restructur ing Agreemerit provided t h a t  the Investment Agreement, the  S e c u r i t y  Agreement secur ing  :he 
Company's o b l i g a t i o n s  under t h e  Zilrestment Agzeement and the exiscing Xegistracion Righcs Agreement with ACL 
were terminaced i n  their e n t i r e t y  and the pazcies  were re leased  from any f u r t h e r  obligation ur.der these  
agreements. Ir: a d d i t i o n ,  ACL, as che holder  of t he  2 0 1 1  Convert ible  Note, =.?cered i n t o  an i n c a r c r e d i e o r  
agreemecc with the lender  under t h e  Company's e x i s t i n g  secured c r e d i t  f a c i l i t y ,  which s u F n v e s  the e a r l y  
reciremesc of debt  under t h e  Company's S e n i o r  Credi t  F a c i l i t y  ( s e e  Note  5 ) .  
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d :  a=;,- zc::,er ?ayner.c f o r  ::.e rl:i 5:sc:;:xcar.cc =f :.-.e ;ia=:cet--c r?laticr,sn:=. 
za:i '.>e :smpar[ 5 2 ' 1 . 1  mi sr, $I/ iuzr?r.ce= 2nd zancs--acix 3f 5 2 9 . 3  n i l l i s r .  
u--.-L-4aL imcunt sf t::e - -;cvez:;b1s Y o c s s  <eL:.rerzd 13 ACL. cr.erez:/ 

:-:c t he  gutitanding :rxc:?al amcunc =f ::he iOll Csn,ier:~bi,e Notes to $ 3 4 . 1  -- _,_. The 7-011 Converzibls  Nctei ire c x ' r e z z : 3 - s  :>to anares 9 5  cie Compacys 
csmmor. stock at :he race of :1_5.00 :er szaze. nay be rsdeemed by :he Csrnpac:i at 
a;."  ne wi;hcuc sremium and - a r e  iuE:eCZ t o  m n d a t 3 q  rPdempc-on at :he zpt1on 

zotss 3ecrie interest ai tie rate of 3? ?e: year gn the ?rizci?al mount ,  
?ayazAe C'NO times a year  oc Ganuaz-1 1 and Gull/ 1; ~ n c e r ~ s c  13 ?ayable .is cash. 
except tiat the Company m a y  =Iecc co say :p to 583% ( 1 3 p ?  i i  tie case of :he 
iirst interest aaymenc) of :he iecerest due an i cy  saymenc date, in !kind rather 

?ri;.ciaal operatizg subsidiaries and are securecby a ?1sdge of cie Compan:/'s ~ 

ar.d 3 e  subsidiaries' assets. 

In addicion to the rest=-xturing of the fiiascial obligations discussed above, -::?e C0mpar.y acd ROL agreed. 
in a further amendment cs their marketing agreement, daced as of SepTember 19, 2001, to discontinue, 
affective as of Sepcsmber 3 0 ,  2 0 0 1 ,  their markecing relationship uncfer c5e marketing agreement. ~n . 
corxection with this discontinuance, the Comgany paid AOL 56.0 million under the marketing agreement, 
jayable in :;YO i-staliments - $ 2 . 5  million on Septerriiser 2 0 , - f a o l  and the remaining $3.5 million on October 
4 ,  2201. .\OL, in lieu of any other payment f o r  the ea:::/ disconcisuance of the markeciag relationshis, paid 
the Company $20  million b y  surrezider m d  cancellation of $20 million srir,cisai amcunt of :he 2011 
Convertible Notes delivered to AOL as discussed above, tlerzby reducing the outstadzng princiaal amount of 
the 2011 Convertible Notes to $34  million. The amendment also arovided f o r  the payment by :ne Company.of 
certain expenses related to marketicg ierJices until tie disconcirruance and f o r  the concinued sen-icing and - 
transition of telecommunications customer relationshias after the discontinuance of marketing. 

. .  
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sf the hol5er on Sepce%er 15, 2006 and Se?csmoer 1 5 .  Zoos. The 201: C3nveztibl= - 
. .  

_ .  
- 

?as in cash. The 201: Convertible Xoces ar3 guaranteed by the Company's -. 

In accordance with SFAS No. 15, "Accounting by Debtors and Creditors f o r  Troubled Debt ResiructuFings," the 
AOL 2escructuring transaction was accounted for as a troubied debt rest,ucturing. The Corqany-combined a11 
liabilities due AOL at the time of the xestructuriig Agreement, ificiuding the contingent redemption-feature 
of :he 'xarrants ,with a value of $ 3 4 . 2  million and the cont-agent redemption feature of che common stock w i C h  
a value of $ 5 4 . 0  million. The Focal liability of ja8.2 million was reduced by the fair value of the 
1,026,209 incremental sharzs provided eo XOL of 51.4 million and cash paid in connection with the AOL 
xestructuring of $ 3 . 5  million. Since the remaining Yialue of ~ a 3 . 3  million was greater than the future cash 
flows to AOL of 566.4 million (represencizg the $ 3 4 . 0  million of convertible debt and-$32.4 million of 
future iseerest expense), the Liability was written dcwn to the value of the future cash flows. due to .\OL 
and an extraordinary gaialdf 516.9 miliion was recorded in the thira q u a r t e r  of 2001. As a result of this 
accountisg treatment, the Company w i l l  record no izterest exl;lense associated with these convertible notes in 
fucure .periods in the Company's statements of operations. - 

On Tebrua-zy 21, 2 0 0 2 ,  by Letter agreement, AOL agreed, subject to cerrain conditions, to waive certain 
rights that it had under the xestrucruring Agreement.ui:h respect to the Company's restructuring of its 
existing 4 1 / 2 %  ar,d 51 Notes. Under the lstter agreement, :he Company also paid AOL approximately $1.2 
million as a prepayment on the 2011 Convertible Note. approximately 50.7 million of which was credited 
against amounts the Company owed AOL mder the letter agreement for cash payments 1 3  the axchange offers. 
After giving effect to the arepayment, and taking .?to account the interest chat had been paid on the 20-11 
Convertible Xotes as additional srincipal, there was outstanding as of September 30, 2002, ar. aggregate of 
534.3 million principal amount of the 2 0 1 1  Convertible Notes and the Company complied with the various 
conditions of the Letter agreement and did not owe AOL any additional payments related to the exchbr.ge 
offers. 

On January 5 ,  
Investment Agreement, 
ihares of the Company's common stock. I n  addition, AOL &so had tie right to require the Company to - 
repurchase warrancs held by AOL.  Upon the occurrence of certain events, izcludi-g material defaults by  t h e  
Csmpany uzder its AOL agreements and a "chacge of c o n t r o l "  of the Campany, the Companli could have been 
required io repurchase for-cash ail of the shares held by  A06 for-S78.3 million (557 per share), and the 
warracts f o r  $36.3 million. 

1999, the Company and ACL entered i n t o  an Investment Agreement. Under the te-ms of the 
the Company agreed to reimburse AOL for Losses AOL may incur on the sale of certain 

i o  



1.1 the  t h i r d  q u a r t e r  of 2 0 0 2 ,  
l i : iga t ion  relating t o  dn o b l i g a t i o n  with. a t h i r d  par?! :hac had -2reviously been r e f l e c t e d  as a l i a b i l i t ; / ,  
and recorded B zon-cash gain .in the  amount of Sl.7 nillion. 

On November 12,  200i, the  C 5 m p a n y  received an award of a r i i t r a t o r s  awarding T r a f f i l ,  - I n c .  approximate::/ ~ 5 . 2  
mil l ion  i n  an a r b i t r a c l o n  c o n c e n i n g  the  ta-mizacion of a marketing agreement between the  Compaxiy and 
T r a f f i x ,  which t h e  p a r t i e s  agreed would be said in two izscal lments  - 5 3 . 7  m i l l i o n  ? a i d  i n  November 2 0 0 1  and 
the  remaining $ 2 . 5  m i l l i o n  ?aid-  on Apri l  1, 2 0 0 2 .  The Company's o b l i g a t i o n s  t o  T r a f f i x  have been s a t i s f i e d .  

The Company also is a . p a r t y  t o  a number of l e g a l  a c t i o n s  and i roceedings  a r i s i n g  from t h e  Company's 
s r o v i s i o n  and marketing of telecommunicatioas s e m i c e s ,  as  well as c e r t a i n  l e g a l  a c t i o n s  m d  rsgula_togi 
i n v e s t i g a t i o n s  and enforcement proceedings a r i s i n g  i n  the ordinapL cgurse of bus iness .  The CoFany be l ieves  
t h a t  the u l t imate  outcome of c,ie foregoing a c t i o n s  w i l l  zo t  r e s u l t  in  l i a b i l i t y  that would have a mater ia l  
adverse e f f e c t  on t h e  Company's f iGancia l  condi:ion o r  r e s u l t s  of o p e r a t i o n s .  Sowever, i t  is poss ib le  thac, 
because of f l u c t u a t i o n s  i n  t h e  Zompany's cash positLon, the  timing of developmencs with respec t  t o  such 
matters  chat  r e q u i r e  cash paymencs by t h e  Company, wnile such payments are noc expected t o  be m a t e r i a l  t o  

- t h e  Company's f i n a n c i a l  candicion.  could impair the Compa..y's a b i l i t y  i n  f u t u r e  i n t e r i m  o r  annual per iods fo 
cont inue  to implement i t s  bus iness  slan, which could a f9ec t  i t s  r e s u l t s  of opera t ions  i n  fu tuze  in te r im o r .  
a r a u a l  per iods .  

the Comeany p a i d  ~ : ~ o . ~ I o o  12 connection w i t h  the  favorable  setzleme?c of 
, .  

- 

- 

--  NCTS 5 .  SZiIUICR CREDIT PACILITY - 

C n  October 4 ,  2 0 0 2 ,  t h e  pr inczpal  o p e r a t i n g  s u b s i d i a r i e s  of Company r e t i r e d ,  p r i o r  t o  matur i ty ,  a l l  of the  
debc oucst&=ding under the-Senior  Credi t  Facilit-! Agreement between t h e  s u b s i d i a r i e s  and MCG Finance 
Coqoracior .  ("MCG")-. Accordingly, t h e  e n t i r e  p r i r c i p a l  balance as of September 3 0 ,  2 0 0 2  of 513.8 m i l l i o n  has 
been ref iecced  in  t h e  cur reac  ? o r t i o n  of long-te-m debt. The Senior  Credi t  F a c i l i t y  Agreement vas secured by 
a pledge of a l l  of eke a s s e t s  of the  s u b s i d i a r r e s  of the Company t h a t  were a p a r t y  t o  the  Senior -Credi t  
F a c i l i t y  Agreement. In a d d i t i o n ,  the  Company had uyaranteed the  o b l i g a t i o n s  under the  Senior  Credic F a c i l i t y  
Agreemecc. The Senior  Credi t  . ?ac i l i ty  Agreement subjecced the  Company and i t s  s u b s i d i a r i e s  t o  cer:ain 
r e s t r i c t i o n s  and covenants r e l a t e d  t o  among o ther  th ings ,  l i w i d i t y ,  per -subscr iber - t lQe  of revenue, 
subscr iber  acquis i t i -n  c o s t s  acd i n t e r e s t  coverage racio recpiremer.ts. .Xs--a r e s u l t  of the  re t i rement  of the  
debc under the  Senior Credi t  P a c i l i t y  Xgreemenc, the  pledge of  a s s e t s  and t h e  r e s t r i c t i o n s  and covenancs 
uiider the  Senior  Credic F a c i l i t y  Agreement were t e m i n a t r d  and che Company w i l l  incur  a one-cime, zon-cash 
extraordinax-{ charge t o  e d n i n g s  of approximately 51.1 mil l ion  in t h e  f o u r t h  q u a r t e r  of 2 0 0 2 ,  r e f l e c t i n g  the 
a c c e l e r a t i o n  of t h e  amor t iza t ion  of c e r t a i n  d e f s r r e d  f inance charges and f e e s .  

The Credi t  F a c i l i t y  Agreement provided f o r  a term lsan of up to $20.0 
m i l l i a n  maturing on June 3 0 ,  2 0 0 5  and a l i n e  of c red ie  f a c i l i t y  permi-cting such 
subsiliar~es t o  borrow up to an a d d i t i o n a l  $ 3 0 . 0  s i l l i o n  a v a i l a b l e  :,L-ough &ne 
3 0 ,  2 0 0 3 .  The a v a i l a b i l i t y  of t h e  l i n e  of c r e d i t  f a c i i i - y  w a s  sub]ec t .  among 
o t h e r  th ings ,  t o  the  successfu l  syndica t ion  of t h a t  f a c i l i t y .  No amounts were 
outscandi.ig or ava-iilable unZer the  Line of Credi t  f a c i l i i y  as of September 3 0 ,  
2002. Loans under the  Credi t  F a c i l i t y  Agreement bore iGteres t  a t  a r a t e  equal  
t o  e i t h e r  ( a )  - t h e  P r i m e  Xate, or (bi L I B O R ,  jlxi. i n  each case ,  the  a p p l i c a b l e  
margin. The a p p l i c a b l e  margin w a s  7 . 0 9  f o r  borrowings accruing i n t e r e s t  a t  L I S O R  
and 6 . 0 %  for borrowings accru ing  interest a t  :he ?rime 3ace. The p r i n c i p a l  of 
t h e  c e - m  loan was paid  i n  b+ar:arly Tzstal lments  of $ 1 . 2 5  mil l ion  on the  las t  
ca lesdar  day of each f i s c a l  q u a r t e r  commencing or- September 3 0 ,  2 0 0 1 .  

11 



z z  :?e : k = d  mT.mrter af 2 0 0 1 ,  :?-e Csmran.! recsr5ec; an -agai---nenc charGe sf 5153.7 mil lLon ,  F r i m a r l l y  related 
-3 :he ir::~-down of  zoodwill asscclateci v::h :1e ac~x;:::sr, cf .Access Cne Commur,;~atrons : o n . ,  ("Acciss  

3 ?r l .~ac- ,  l o c a l  celecanmunications i e r r i z e  -rsv:cer to a x e  siaczs in the soucheascerz Gnited 
The goodwill was ;=sated b y  ?urcnaie sccsunc::g :reatsen: of chi! .Access Cne mer-;er c ransac t icn  thac - 

3lss2d i.1 ~ u g u s r  2 0 0 0 ,  SFXS -L2: 'Accouccizg 2 3 r  ::he Inpal-rnent of - Long-Li .Assets and f o r  Long-Lived 
Assets t o  D e  3:s~csed -of ,  'I re fu izsd  t i e  evalcac:cn of imuai-Tent of lung- ed a s s e t s  and idenc i5 iab le  
incacglbles uhenevsr e v e n t s  o r  changes iz c i r r x n s c x x e s  -2dicace t i a c  :he car=l/ing amount of an a s s e t  may 
not be recoverable .  Nanagement dece-rnlzed :hat gcodwill should be avaluac-6 f o r  impai--mer.t 1.1 accordance 
' i l t h  :he arsvisions of  SFXS 121 due t o  :he increased 3ad dabc r a t e  and increased  customer :urzover, as ,>ell 
as :he ACL 3 e s t r u c t u r i n g  chac sccur red  i n  the  q u a r t e r  ended ;e-ptember 3 0 ,  3001. The Company addrassed these 
gperacional  i s s u e s  by improving c r e d i t  q k l i c l i  c h z o u ~ h  z r e d i t  s c o r i 2 5  che existing and 5utarD customer base, 
slowing down gzowe5 of new expected cuscomers zhrouci. decreased marksting, and lowering producc>r ic ing .  
These and ocher  accions ' taken by the Com-pany r e s u l c ~ d  in lower curzenc and f u t u r e  gro]ecccd growch of 
5 m d l e d  revenues and cash flows ::?an those origiially ?ro?scced at the  t i m e  of the  Access One merger. The 
?yrice--down of goodwil-1 was based-on an a n a l y s i s  of projeccad dismun7Ced cash flows using a diSCOur,t r a t e  of 
l a % ,  -,Mhic> r e s u l t s  decermined c h a t  the  f a i r  vaiue of. the  goodwill ,was s u b s t a n t i a l l y  l e s s  than the  cazryi-g . 

~ 

- 

- value.  

In September 2 0 0 1 ,  
recorded a charge of $ 2 . 5  million in the  Cpartaz snded Seutember 3 0 .  2OOi t o  r e f l e c t  the  e l imina t ion  of 
ap-proxirnataly 7-25 s o s i t i o n s  amomti3g io 5 1 . 0  mil l ion  and l e a s e  exit  costs amounting t o  S i . 5  m i l l i o n  in 
connection with t h e  c a l l  c e n t e r  c l o s u r ~ .  The emgloyees i d e n t i f i e d  i n  che $an were notified i7 September 

. 200-1 and :a-ninaced i n  October 2 0 0 1 .  Actual r g s c n c c u r i n g  c o s t s  were $1.3 m i l l i o n ;  com9rised o f - S i . 2  mi l l ion  
of employee-severance costs and $ 0 . 7  m i l l i o n  of l e a s e  t e n i n a t i o n  a n d - o t h e z - c a l l  c e n t e z  c losure  COSCS. 
Accordingly, a $0.6. m i l l i o n  c r e d i t  was recorded in che statement  of. o-perations f o r  tke fourth. q u a r t e r  of 
2 0 O i  for the  d i f f e r e n c e  between the original r e s t r u c t u r i n g  charge of $2.5 m i l l i o n  and t h e - a c t u a l  c o s t s  
incurred of $1.3 m i l l i o n .  - 

the  Company aggroved a plan t o  c l o s e  one o f  -its c a l l  c e n t e r  operat;ons. The Company 
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Lcome 11?Bs, oefor r  ? x t z a a r d i a a q  gain a n ~  

Zxx-zaordinaq Sazn 
5;mulacr.re ? f fecc  of  an accounting change 

cumulative s f f n c r  of an accouncag  change 

Yec Lncome ( loss1  

Average shares  of common stock ou:sianding 

Addi-Lonai common sharas  i o  b e  issued 
used co compuco i a s c  earnings per snar8 

assuming s e r c i s e  of s tock opt ions and 
'darrancs * 

Average- shares of common and common 
equivalent scack outs tanding used i o  c o ~ u c e  
di luccd earnings p e r  s h a r e -  

- 
- 

Income ( los s1  per  share  - Basic: 
Lncome (loss) before extraordina-y gain and 
.. cumulac~ve efface- af an accounting change 

per share 
2 x t r a o r d i n a q  gain s e r  share  
Crrmuiacive s f fecz  of an accouncing change 

per share 

Net Lncome (loss1 ger  share  

iieigheed average common shares  
oucscandrng 

:acme (ioss) per sharr  - Diluced: 
Income !loss) before extraordinary gain and 

cumuiaci.re.effacc of an accouncrng change 
per share 

Ixcraordina-y gain per share  
i^umuiacive ? f i s c =  of an accouncing change 

per share 

Net income (loss) ?e: share  

27,241 2s.  247 27.217 25,166 

2,174 

j (6.321 
0 . 5 4 -  

s 1.14 -- s ca.22) 
0.64 

(1.41) 

3 (6.i81 

27,243 

j 5.45 
-- 

ilerghced average common and common 
equivalent shares  oucscanding 

The d i l u t e d  share  oasis for t n e  t n r e ~  and n i n e  monks ended September 3 0 ,  2001 excludes conver t ro le  notes ,  
o p t i o n s  and warraacs due t o  X e i r  a n t i 5 i l u e i v e  e f f e c t  as d r e s u l t  of m e  Comgany's ne t  Loss from cont inuing 
sperac ions  The d i l a t e d  share  oasis Esr tne  Zhree and zir?e ncntns ecded Sepcamoer-30, 2 0 0 2  excludes 
c o c v e r t i o l e  notes  h a t  a r e  convertiS;e into 2 5 million snares of comman s tock  due t o  t h e i r  a r , t i d i l u t r v e  
e f f e c t  
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- 

lorwar5-lockizg scatemencs ir.vclve r r i k  azd uncertaizCiZs acd the Csmpany's acCual results could 5it:er 
nacar:aliy from che Company's expeccaciocs. In addi:ion '-3 ciose faceors discussed elsewhere in this t o m  
13-9 ;see particularly Yoce l ( b )  of the Noces io the Consolidated tizancial Statemects) and the C s p a n y ' s  . 

other filiigs vith the Securities and Sxchazge Commissisn, isportant factors :hat could cause such actus!. 
r e s u l : ~  to differ materially Include. among oc.',e:s, de?e-der,ce on the avaLlability and fuxcionallcy of 
incumbent local telephone companies' setworks as they relate :3 che unjur-dlad network element platform, 
incraased price compecicion f o r  l0r.g distance and local seTrices, failure of :he sarketing of the bur.dle of 
l:caL 3rd long distance serrices ard long discsnce 32-vices uiider its agreements ,with its direct markecxq 
charaels-acd its various marketing partners, failure EO mnage ?he ionpa'flent of amounts due che Company 
from L ~ S  customers from bundled and iong distaqce ierJices, ac:ricion in the cumber of end-users, failura o r  
difficulties i n  managing the Compacy's operations, ixladiig actraccisg and recaininq qualified personnel, 
failure of the Company ta  be able to expnd i:s active offer i r .  g of Local bundled semrices in a Sraatar 
-umber of states,. failure to pravide timely a d  accurate billizg information co cuscomers, failuze of the 
Csmpaizy to--manage its collection management systems &id credrz controls f o r  cuscomers, interruption il the 
Company's network and i-fomacion systems, failure of che Company to provide adequate customer seyJice and 
changes in government p o l i c y , .  regulacion and enforcemest ar,d/or adverse 2udicial inte-Tretacions ancLrulings~ 
relating to such regulaclons acd enforcement. 3cept as otherwise required by law. the Csmpany ur-dercakes no 
obligation to update i:s foruard-looking statements. 

- 

T a l k  .berica Holdings, k c . ,  chrough its subsidiaries (the "Czmpany") ,- provides local and long distarce 
teleccmmunication se--ices -co residential and small business c'uitomers throughout che United States. The 
Compary has developed.I?.tegrated order grocessing, provisiocizg, billi-?g, ?a:mer.c, collection, customer 
service and information systems that enanis che Company to offer and deliver high-qualitl, competicively 
priced telecommunicatior, services to customers. 

?he Company ' s  telecommunication senices o i fe r i . 1  9 s  primarily include the bundled service offerizg of local 
and long distance voice serrices, which ara billed to custamers ir. one combi-ed invoice. Local phone 
serrices include local dial tone, local calling placs thac include free member-to-member calling. m d  a 
var-ecy of features such as caller idencificacioo, call waiting and three-way calling. Long discanco ?none 
services include traditional 1- long d~sta~ce, izcerzacioqal and calling cards. -The Company uses the 
un?bur,dled necwork element slatform ("[ME-?") of the incumbeat local exchange carriers (".ILZCs") network co  
provlde local services acd the Company's nationwide network ar.d third ?arty ir.Cerxational call termination 
t3 provide long distance sezvices. The FCC is c u r r n c c l y  undertaking its tiie.?r,ial review of local shone 
compecition. includizg che contimxd a v a i l a b i l i t y  of cerrai.7 uzbundled network elemencs and switchizg (see 
"Liquidity and Capical Sesources, Other Matters";. The Compay aczraccs new customers through referral 
programs, direct markecirg-programs, agenc ar.d direct sales, and online partners. 
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Sales  
Costs  and e:qenses 

Yetxork and Line zests 
Gecersl and a d m i n i s t r a t i v e  exgenses 
? r o v ~ s i o n  for doubt fu l  aCC3LTti 
Sales and narke t ing  e -qenses  
Deprecracron and amor t iza t ron  
ZLnpai-=nent and resi,mxtuxLng charges 

-- -uta: c o s t s  a n ~  e-xpecses 

Cperating income (loss) 
Otiez iccome \ e-qense)  

I n t e r e s e  income 
Znterest  expense 
Ctner ,  zec 

Income ( l o s s )  oefore  income taxes  
Provision f o r  ircome taxes 

Income (Loss) before  e x t r a o r d i n a r y  ga in  
and cumulative e f f e c t  of  an 
accouncing change 

Zxtraordinarf  g a i n  
Curnulati-le e f f e c t  of an account ing 

change 

Net income ( l o s s )  

100.32-  

4 7 . 3  
1 5 . 1  

3 . 5  
5 . 3  

2 . a  

-- 

1 0 0 . 2 4  

(141.3) 
13 . j  

13 .1 
-- 

(55.1) 
4.3 

S a l e s .  Sales- decreased by 3 7 . 4 %  t o  579.1 m i l l i o n  for the  bqxctsr eEded September 3 0 ,  2 0 0 2  from 5125.3 
mi l l ion  f o r  the q u a r t e r  ended September 3 0 ,  2 0 0 1 ,  but have ir,creased 1 . 9 %  s e q u e n t i a l l y  f rom $ 7 7 . 7  mill;on 
f o r  the q u a r t e r  ended June 3 0 ,  2 0 0 2 .  

The Csmpan:Ps long d i s t a n c e  s a l e s  decreased t o  $34.6 m i l l i c n  for the  q u a r t e r  ended Sestember 3 0 ,  2 0 0 2  from 
5 6 9 . 4  mi l l ion  f o r  the  v a r i e r  ended September 3 0 ,  2 0 0 1 ,  and have decreased 9 . 6 %  s e q u e n t i a l l y  Erom $38.5 
mil l ion  f o r  the q u a r t e r  ended Zune 3 0 ,  2 0 0 2 .  X s i g n i f i c a n t  perceccage of the  Company's revenues were der ived 
from long d i s t a k c e  telecommunication s e m i c e s  provided t o  customers who were o b t a i z e d  under che XCL 
marketing agreement. The Company's dec is ion  t o  focus on the b q d l a d  aroduct  and the  d i s c o n t i n u a t i o a  sf the  
ACL mazketing r e l a t i o c s h i s  e f f e c t i v e  September 3 0 ,  2 0 0 1 ,  ~ t o g e t i e r  u:th customer t u r m v e r ,  cont r ibu ted  t o  the 
dec;iLe 2.1 Long d i s t a n c e  customers and revenues.  This d e c l i z e  i n  Long d i s t a n c e  cuscomers and revenues is 
exsectad t o  cont inue 30 Long as the  Company cont inues to-focus LC-s marketing e f f o r t s  on tke  bundied producz. 
i sng  d i s t a n c e  revecues f o r  the  q u a r t e r  ended Sepcember-30., 2 0 0 ?  and September 3 3 ,  2 0 0 1  i x l u d e d  non-cash ~ 

amort izacioc of defer red  revenue of 51.9 m i l l i a r .  r e l a t e d  t o  a celecommur.ications s e r v i c e  agreement a n t s r e d  
rnto in-1397.  Deferred revenue r e l a t i n g  t o  t h i  agreemene has beer, amortized over  a f ive-year  per iod .  The 
agr=emene and r e l a t e d  amor t iza t ion  terminatad i n  Occober 2 0 0 2 .  Long d i s t a n c e  revenues a r e  expected t o  
dec l ine  t o  between 527 and $ 3 2  m i l l i o n  F a  the  four th  q u a r t e r  sf 2 0 0 2  and f o r  t h e  f u i l  year  2003 a r e  e w e c t e d  
t o  be-beeween- $a0 and $90 m i l l i o n .  

The Company's oundled sa l e s  f o r  the  q u a r t e r  ended September 3 0 ,  2 5 0 2  were $44 5 m i l l i o n  compared IwLt;., S 5 6  3 
mi:l;oc f a r  the  p a r c e r  ended Seatember 3 0 ,  2 0 0 1 ,  m t  nave rxcreased 1 3  15- sequent -a l ly  from 539 4 mi l l ion  
for tne  q u a r t e r  ended Curie 3 0 ,  2302. The Company had approximately 2 7 6 , 0 0 0  bundled l i z e s  ds of 

- 
1 5  .. 


